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Individual Income Tax Reduction under the 
Revenue Act of 1948 


By DALLAS BLAIR-SMITH 
(New York Office) 


The Revenue Act of 1948, which 
was enacted by Congress on April 2, 
1948 over the President’s veto, re- 
duces the federal income taxes of 
individuals in three principal ways: 


1. It decreases the normal tax and 
surtax by the application of 
percentage reductions. 


bo 


. It increases the taxpayer’s per- 
sonal exemption and exemp- 
tion for spouse and dependents 
from $500 to $600, adds two 
new $600 exemptions—one for 
individuals over 65 years old 
and one for the blind—and in- 
creases the optional standard 
deduction. 


3. It allows the aggregate taxable 
income of a husband and wife 
to be split in two and, in effect, 
to be taxed one-half to each, so 
that such income falls into the 
lowest available surtax brack- 
ets of the spouses. The split- 
ting of income is accomplished 
by making a joint return, 

which may be done even if one 


or both spouses dies during the 
taxable year. 


The new income tax provisions 
are effective for 1948 and future 
years and also affect the 1948 por- 
tion of fiscal years beginning in 1947 
and ending in 1948. The reduction 
in tax withheld by employers from 
wages is effective as to wage pay- 
ments made on or after May 1, 
1948. 

Taxpayers should amend their 
1948 declarations of estimated tax 
so as to take advantage of reduced 
taxes beginning with the install- 
ment payable June 15, 1948. 

Income splitting is more than an 
application of the community-prop- 
erty principle and is available to all 
married taxpayers alike. The Sen- 
ate Finance Committee report states 
that the 1948 Act amendments 
represent the adoption of a new 
national system for ascertaining 
federal income tax liability and will 
extend substantial benefits to resi- 
dents of both community-property 
and common-law states. Henceforth 
married couples, with few excep- 
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tions, will find it advantageous to 
file joint returns. 


COMPARISON OF TAX PAYABLE 
UNDER 1948 AND 1947 Laws 


The following tabulation, which 
is summarized from the Senate re- 
port, compares the tax payable 
under the 1948 Act, at various 
income levels, with the tax liability 
under the law applicable to 1947. 


REDUCTION OF NORMAL TAX AND 
SURTAX OF INDIVIDUALS 


For 1946 and 1947 the 3 per cent 
tentative normal tax and the tenta- 
tive surtax computed under the 
surtax table in the Code were each 
reduced by 5 per cent to determine 
the amount of normal tax and sur- 
tax of an individual. The combined 
normal tax and surtax so computed 
was limited to 851% per cent of the 





| 


SINGLE PERSON | 


MARRIED PERSON{ 

















No No Two 
Net* Dependents Dependents Dependents 
Income 
1947 1948 1947 1948 1947 1948 
$ 5,000....\| $ 92150 $810.72 | $ 798.00 $ 630.80|$ 589.00 $ 431.60 
6,000....|| 1,168.50 1,039.52 1,045.00 818.88 798.00 597.60 
7,000....]) 1,434.50 1,282.40 1,292.00 1,012.48 1,045.00 780.16 
8,000... 1,719.50 1,546.40 1,577.00 1,206.08 1,292.00 973.76 
9,000....|| 2,023.50 1,824.48 1,862.00 1,399.68 1,577.00 1,167.36 
10,000... 2,346.50 2,123.68 2,185.00 1,621.44 1,862.00 1,360.96 
11,000....|| 2,688.50 2,436.96 2,508.00 1,850.24 2,185.00 1,575.68 
12,000....|} 3,049.50 2,771.36 2,869.00 2,079.04 2,508.00 1,804.48 
13,000....|| 3,434.25 3,123.36 3,230.00 2,307.84 2,869.00 2,033.28 
14,000....|| 3,842.75 3,501.76 3,638.50 2,564.80 3,230.00 2,262.08 
15,000... 4,270.25 3,894.24 | 4,047.00 2,828.80 3,638.50 2,512.00 
20,000... . || 6,645.25 6,088.96 6,393.50 4,247.36 | 5,890.00 3,888.32 
25,000. . 9,362.25 8,600.48 9,082.00 5,877.12 | 8,521.50 5,475.84 
30,000... 12,264.50 11,286.24 11,970.00 7,788.48 | 11,381.00 7,306.24 
40,000 18,425.25 16,986.88 18,097.50 12,177.92 17,442.00 11,618.24 
50,000....|| 25,137.00 23,201.44 | 24,795.00 17,200.96 | 24,111.00 16,577.92 
60,000. . 32,247.75 29,785.60 | 31,891.50 22,572.48 | 31,179.00 21,917.76 
70,000... 39,643.50 36,633.76 | 39,273.00 28,155.20 | 38,532.00 27,468.80 
80,000... 47,324.25 43,745.92 | 46,939.50 33,973.76 | 46,170.00 33,245.12 
90,000... .| 55,290.00 51,122.08 54,891.00 40,066.88 | 54,093.00 39,317.12 
100,000... 63,540.75 58,762.24 | 63,127.50 46,402.88 | 62,301.00 45,642.56 





*Before deducting exemptions. 


t+Assuming the entire income as earned by one spouse in a common-law state. 
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taxpayer’s net income, and, to de- 
termine the amount payable, was 
reduced by (a) the credit for foreign 
taxes, (b) tax withheld at the 
source, and (c) tax withheld on 
wages. The foregoing method of 


Aggregate of Tentative Normal 
Tax and Surtax 





Not over $400 
Over $400 but not over $100,000 
Over $100,000 


The combined normal tax and sur- 
tax is now limited to 77 per cent of 
the net income (before deducting 
exemptions). For a single person 
with no dependents the 77 per cent 
limit operates when the net income 
reaches about $497,000 and includes 


Income after Deductions 





tax computation was retained by 
the 1948 Act and the 5 per cent 
reductions of tentative tax were 
combined and increased so that the 
aggregate of normal tax and surtax 
is now computed as follows: 


Is Reduced by: 


17 per cent 

$68 plus 12 per cent of excess over $400 

$12,020 plus 9.75 per cent of excess 
over $100,000 


no net long-term capital gains. 

Since, under prior law, the tenta- 
tive taxes were already subject to 
the 5 per cent reduction, the new 
provisions actually effect reductions 
in tax, as shown by the Senate re- 
port, as follows: 


Reductions in 
Prior Law Tax for 





and Exemptions Tentative Tax Each Bracket 
Up to $2,000 Up to $400 12.6 per cent 
$2,000 to $136,719.10 $400 to $100,000 7.4 per cent 
Over $136,719.10 Over $100,000 5.0 per cent 


NEw OPTIONAL TAX TABLE 


The new Revenue Act continues 
the use of the optional tax table for 
adjusted gross income of less than 
$5,000. A new tax table is provided 
which gives effect not only to the 
foregoing reductions of tax but also 
to the additional new exemptions 
and the income-splitting provisions 
described below. To effect the re- 
duction in tax due to income- 
splitting, the table provides, where 


necessary, separate columns show- 
ing the smaller tax payable when a 
joint return is filed. 


INCREASED AND ADDITIONAL EX- 
EMPTIONS OF INDIVIDUALS 

The personal exemption of the 
taxpayer and the exemption for 
each dependent is increased by the 
1948 Act from $500 to $600, and 
two new $600 exemptions are 
added: (1) for a taxpayer more 
than 65 years old and (2) for a 
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taxpayer who is blind. The latter 
takes the place of the $500 deduc- 
tion for the blind allowed by prior 
law. Under certain conditions a 
married taxpayer may avail himself 
in his separate return of his spouse’s 
personal exemption, old-age exemp- 
tion and exemption for the blind. 
This can be done only if the spouse, 
for the calendar year in which the 
taxable year of the taxpayer begins, 
has no gross income and is not, for 
such calendar years, the dependent 
of another taxpayer. The new pro- 
vision relating to separate returns 
follows in clarified form that of the 
prior law (with the two new exemp- 
tions added) but under the 1948 Act 
the importance thereof is mini- 
mized by the fact that it will nearly 
always be advantageous to file a 
joint return in which the exemp- 
tions of both spouses, who are both 
considered as taxpayers, may be 
taken. 


When a taxpayer, or his spouse, 
attains the age of 65 before the end 
of the taxpayer’s taxable year, the 
additional exemption of $600 for 
old age becomes available. The 
Senate Finance Committee report 
points out that an individual at- 
tains the age of 65 on the day 
preceding his sixty-fifth birthday, 
and will be entitled to the exemp- 
tion for 1948 if such birthday falls 
on or before January 1, 1949. 


To determine who is blind for the 
purpose of the other new exemp- 
tion, the prior definition, as set 


forth in Code‘section 23 (y) (2), is 
retained as new Code section 25 (b) 
(1)(C) (iii). 

For the purpose of determining 
whether an individual is entitled to 
his spouse’s exemptions, his marital 
status and the age and blindness of 
the taxpayer and his spouse are 
determined as of the close of the 
taxpayer’s taxable year. However, 
if his spouse dies during such tax- 
able year, the marital status of the 
taxpayer and the age or blindness 
of his spouse are determined as of 
the time of death. A long-needed 
new clause provides that an indi- 
vidual legally separated from his 
spouse under a decree of divorce or 
of separate maintenance shall not 
be considered as married for the 
purposes of federal income taxa- 
tion. 


The 1948 Act retains the prior 
definition of a dependent. The term 
applies only to certain persons re- 
lated to the taxpayer, over half of 
whose support, for the calendar year 
in which the taxable year of the tax- 
payer begins, was received from the 
taxpayer. The term does not in- 
clude an alien unless he is a resident 
of the United States, Canada or 
Mexico. As heretofore, an exemp- 
tion is allowed for each dependent 
whose gross income for the calendar 
year in which the taxable year of 
the taxpayer begins is less than 
$500, unless such dependent has 
made a joint return with his own 
spouse for the taxable year begin- 
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ning in such calendar year. Al- 
though the personal exemption and 
the credit for dependents were in- 
creased by the new law to $600, the 
dependent’s income limit remains 
at $500. 


A taxpayer entitled to an exemp- 
tion for a dependent is not per- 
mitted an additional exemption be- 
cause of the old age or blindness of 
the dependent. 


The credit against net income al- 
lowed to an estate in lieu of the 
exemptions of an individual is in- 
creased from $500 to $600 by the 
1948 Act, and the similar credit of 
a trust remains at $100. 


WITHHOLDING EXEMPTIONS 


The prior law provision, allowing 
an employee receiving wages to 
claim for income tax withholding 
purposes the personal exemptions of 
himself and of his spouse and the 
exemptions for his dependents, is 
expanded by the new law to allow 
the employee to claim for with- 
holding purposes the new exemp- 
tions for old age and for blindness, 
if he is entitled to them. The em- 
ployee may also claim his spouse’s 
personal exemption, old-age exemp- 
tion and exemption for blindness, 
provided the spouse has no with- 
holding exemption certificate in 
effect claiming such exemptions. 
The withholding exemptions are 
$600 each. 


Employees who are entitled to 
additional exemptions should fur- 
nish new certificates to their em- 
ployers within 60 days after the 
date of enactment of the Revenue 
Act of 1948 (by June 1) so that the 
certificates will become effective 
July 1, 1948. Employers may, if 
they wish, give effect to such new 
certificates immediately. The Bu- 
reau of Internal Revenue is expec- 
ted to distribute new certificate 
forms promptly. 


REDUCTION IN WITHHOLDING TAX 
ON WAGES 


In view of the reduction in 
normal tax and surtax and the in- 
crease in the amount of the exemp- 
tions from $500 to $600, the 
amounts of tax on wages to be 
withheld at the source by employ- 
ers is also reduced. The reduced 
withholding is effective with respect 
to wages paid on or after May 1, 
1948. It is the payment date which 
governs, not the pay roll period. 


Employers using the percentage 
method for computing withholding 
tax will find it much simplified, 
compared with prior law. Instead 
of the former two-bracket computa- 
tion, the 1948 Act provides for the 
withholding of a straight 15 per 
cent of the amount by which the 
wage payment exceeds the number 
of exemptions claimed by the em- 
ployee, multiplied by the amount of 
one such exemption as shown by 
the following table: 
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Amount 
of One 

Withholding 

Pay Roll Period Exemption 
ME ree. cvcuaceeewesiees $ 13.00 
Ce ere 26.00 
Semi-monthly.............. 28.00 
IN copra a esotecsie a ernares 56.00 
eee 167.00 
Semi-annual............... 333.00 
MII <=. orice arececes 667.00 

Daily or miscellaneous (per 

day of such period)....... 1.80 


The wage bracket withholding 
tables for the foregoing pay roll 
periods, which are used by most 
employers, have been revised to re- 
flect the tax reduction. Under 
either the percentage method or the 
wage bracket tables there will be 
excessive withholding with respect 
to the wages of most employees in 
1948, because the reduction of nor- 
mal tax and surtax and the in- 
creased and additional exemptions 
are effective for the full year, where- 
as tax was withheld at the higher 
amounts under prior law for the 
first four months of the year. There 
will also be slightly excessive with- 
holding in some instances because 
the new withholding provisions, un- 
like the optional tax table, do not 
give effect to the income split. In 
cases where too much tax is with- 
held, taxpayers will receive refunds 
after their 1948 returns are filed. 


REQUIREMENT OF RETURNS 


To conform to the increase in the 
personal exemptions from $500 to 


$600 the new law requires that a 
return must be filed by an indi- 
vidual, or by the fiduciary of an 
individual or estate, having gross 
income of $600 or more for the 
taxable year. The fiduciary of a 
trust must file a return if the net 
income is $100 or over, or if the 
gross income is $600 or over. A 
return must be filed for every 
estate or trust of which any bene- 
ficiary is a nonresident alien. The 
minimum amount of certain pay- 
ments which makes necessary the 
filing of an information return is 
also increased from $500 to $600. 


REQUIREMENT OF DECLARATION OF 
ESTIMATED TAX 


The new law requires that a 
declaration of estimated tax be 
filed by an individual receiving 
wages subject to withholding, if 
his gross income from such wages 
can reasonably be expected to 
exceed $4,500 plus $600 for each 
exemption to which he is entitled, 
including his own. Under prior 
law the taxpayer had to file a 
declaration if such wages were ex- 
pected to exceed $5,000 plus $500 
for each exemption except his own. 
A declaration must also be filed if 
gross income from sources other 
than wages can reasonably be ex- 
pected to exceed $100 for the tax- 
able year and gross income to be 
$600 or more. 
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DECLARATIONS OF ESTIMATED TAX 
FOR 1948 SHOULD BE RE- 
VIEWED AND AMENDED 

Taxpayers reporting on the calen- 
dar year basis filed their declara- 
tions of estimated tax for 1948 on 
or before March 15 and have paid 
one-quarter of the estimated tax. 
These declarations should be re- 
viewed with a view to reducing 
the estimated tax and the three 
installments thereof payable June 
15 and September 15, 1948 and Jan- 
uary 15, 1949. When an amended 
declaration is filed on or before 
June 15, the amount of each of 
the three installments payable on 
the above dates is in general the 
amount of the amended estimate, 
less the March 15 payment, divided 
by three. 

In preparing the new estimate 
consideration should be given to the 
reduction beginning May 1, 1948 in 
withholding tax on wages, as well 
as the three types of income tax 
reduction effected by the new law. 


SPLITTING OF INCOME IN JOINT RE- 
TURN OF HUSBAND AND WIFE 

To eliminate the advantage of 
residents of community-property 
states, whose community income 
1In Arizona, California, Idaho, Louisiana, 
Nevada, New Mexico, Texas and Wash- 
ington, community-property laws of Span- 
ish or French origin antedated the enactment 
of the federal income tax. Oklahoma joined 
the ranks of community-property states in 
1945 and Oregon, Michigan, Nebraska and 
Pennsylvania in 1947. The Pennsylvania 
law was recently held to be unconstitu- 
tional by the Supreme Court of that state. 





is taxable one-half to the husband 
and one-half to the wife, Congress 
has provided in the 1948 Act that 
the combined income of husband 
and wife may, in effect, be taxed 
one-half to each spouse when a 
joint return is filed. Thus the use 
of the lower surtax brackets of 
both spouses is now available in 
common-law states as well as com- 
munity-property states, and the 
threat of many states to adopt 
community-property laws for their 
federal income tax advantages ap- 
pears to be eliminated. The in- 
centive for married couples in 
common-law states to split their 
incomes by means of husband-and- 
wife partnerships, trusts, joint ten- 
ancies and the like will also be 
minimized. 

The 1948 Act provision not only 
places common-law states on a par 
with community-property states, 
but will frequently benefit residents 
of the latter also. Thus noncom- 
munity income which formerly 
could not be split between husband 
and wife (e. g., in six community- 
property states*, income from the 
separate property of one spouse has 
been taxable to him) may now be 
taxed one-half to each spouse in a 
joint return. 


TAX COMPUTATION IN JOINT RE- 
TURN 


Under the 1948 Act amendment 


the combined normal tax and sur- 


2Arizona, California, Michigan, Nevada, 
New Mexico and Washington. 
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tax in the case of a joint return is 
computed on one-half the net in- 
come less one-half the credits 
against net income. The tax so 
computed is then multiplied by two. 

For example’, a husband has a 
salary of $8,000 for the calendar 
year 1948, and pays property taxes 
of $100 and medical expenses of 


Salary of husband 
Dividend income of wife 


Adjusted gross income......... 


Deductions: 


$700. His wife has income for 1948 
from dividends of $2,000 and makes 
deductible charitable contributions 
in the amount of $1,600. They are 
under 65 years old and have no de- 
pendents. The tax liability of 
$1,244.80 to be shown by their joint 
return is computed as follows: 


Charitable contributions of wife, $1,600, limited to 15 per 


cent of $10,000 


Medical expenses, $700 less 5 per cent of $10,000............ 


Wet ICOM. ........cccccccccces 


Personal exemptions..................000- 


a 


IG ins nee cecmcamaieets 


1,800.00 





8,200.00 
1,200.00 


$ 7,000.00 


$ 3,500.00 


Tentative combined normal tax and surtax on $3,500 (per table in instruction 


sheet for Form 1040) 


Combined normal tax and surtax on $3,500. . 


Total tax liability (twice $622.40) 


§Senate report, page 54. 


The credits against net income 
are (a) the combined personal ex- 
emptions of the spouses and their 
exemptions for old-age, blindness 
and for dependents and (b) the 
credit for partially tax-exempt in- 
terest on certain government obli- 
gations, which is a credit for normal 


Less, Reduction ($68 plus 12 per cent of $330) 





ai hina abes A Aaati act iodo trot C RRS $ 622.40 





$ 1,244.80 








tax only. The exemptions are de- 
ducted from net income before 
computing the tentative tax, but 
the credit for partially exempt in- 
terest is applied in practice by re- 
ducing the combined tentative nor- 
mal tax and surtax by 3 per cent of 
such interest. Therefore, in a 1948 
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joint return the combined tentative 
normal tax and surtax should be 
computed on one-half the combined 
net income of the spouses, after de- 
ducting one-half of the combined 
exemptions, and such tentative tax 
should be reduced by 3 per cent of 
one-half of the partially exempt in- 
terest income. The tentative tax is 
then subjected to the percentage re- 
ductions prescribed by the 1948 Act, 
and the result is multiplied by two. 

As heretofore, the deduction for 
charitable contributions of a hus- 
band and wife in a joint return is 
limited to 15 per cent of the com- 
bined adjusted gross income of the 
spouses, and their deduction for 
medical expenses is allowed only to 
the extent that it exceeds 5 per cent 
of the combined adjusted gross 
income. 


OPTIONAL STANDARD DEDUCTION 


Under prior law the maximum 
standard deduction, which could 
be taken in lieu of certain non- 
business deductions and credits of 
the taxpayer, was $500 in either a 
joint return or a separate return 
reporting adjusted gross income of 
$5,000 or more. Under the new 
law if the gross income is $5,000 
or more the standard deduction in 
a joint return or in the return of 
an unmarried individual is $1,000 
or 10 per cent of the adjusted gross 
income, whichever is less. In the 
separate return of a married indi- 
vidual the maximum optional de- 
duction remains $500. Where ad- 


justed gross income is less than 
$5,000, the standard deduction re- 
mains at 10 per cent of the adjusted 
gross income and is automatically 
allowed by the use of the optional 
tax table. 

In the case of husband and wife 
living together, the Code, before 
amendment, denied the use of the 
standard deduction to both spouses 
if one of them failed to use it. 
Under a 1948 amendment, it makes 
no difference whether or not hus- 
band and wife are living together. 
If they file separate returns and one 
spouse itemizes his deductions, the 
other spouse must itemize deduc- 
tions also. 

The determination, for the pur- 
pose of the foregoing rule, of whe- 
ther an individual is married is 
made as of the close of his taxable 
year, unless his spouse dies during 
the year, in which case such deter- 
mination is made as of the time of 
death. An individual legally sep- 
arated from his spouse under a 
decree of divorce or of separate 
maintenance is not considered as 
married for such purpose. 


CAPITAL GAINS AND LOSSES IN 
JOINT RETURNS 


In a joint return the capital 
gains and losses of husband and 
wife are combined. Should there 
be a resulting net loss, it is deduc- 
tible only to the extent of the lesser 
of (a) $1,000 or (b) the combined 
net income of the taxpayers, before 
reduction by one-half for income- 
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splitting purposes and computed 
without regard to any capital gains 
or losses. If the optional tax 
table for adjusted gross income less 
than $5,000 is used, limit (b) is the 
combined adjusted gross income of 
the taxpayers. The foregoing rules 
are unchanged. 

Where there is an excess of net 
long-term capital gain over net 
short-term capital loss, the alterna- 
tive tax computation may be used 
as heretofore. In a joint return in- 
volving income-splitting, the com- 
putation is made as follows: 


(1) Ordinary net income is 
stated without the inclusion of 
such excess of net long-term 
capital gain; 

(2) Combined normal tax and 
surtax is computed on the basis 
of the ordinary net income, 
using the tax reduction provisions 
of the 1948 Act, including the 
income-splitting provision; and 

(3) The total tax payable is 
the combined normal tax and 
surtax so computed plus 50 per 
cent of the excess of net long- 
term capital gain over net short- 
term capital loss. 


The alternative computation will 
produce a tax saving only when net 
income (including capital gains) 
reaches a bracket in which it is 
taxed at an effective rate greater 
than 50 per cent. Under the new 
law this point is reached in a sepa- 
rate return when net income, less 
exemptions, exceeds $22,000 and in 


a joint return when the combined 
net income of the spouses, less their 
combined exemptions, exceeds 
$44,000. 


DEDUCTIONS FOR MEDICAL Ex- 
PENSES 


Under the Code before amend- 
ment the upper limit of the de- 
duction for medical and dental ex- 
penses was $1,250 in a return where 
only one personal exemption was 
allowed, or $2,500 where more than 
one such exemption or exemption 
for a dependent was allowed. The 
1948 Act provides that the deduc- 
tion shall not exceed $1,250, multi- 
plied by the number of exemptions, 
with a maximum deduction of 
$2,500 in a separate return and a 
maximum deduction of $5,000 in a 
joint return of husband and wife. 
The new exemptions for taxpayers 
over 65 years of age and for the 
blind may not be counted in deter- 
mining the multiplier. There is no 
change in the rule that medical 
expenses are deductible only to the 
extent that they exceed 5 per cent 
of the adjusted gross income. 


JOINT RETURNS ARE Now ADVAN- 
TAGEOUS TO NEARLY ALL MAR- 
RIED COUPLES 


The new income-splitting pro- 
vision makes it advantageous for 
almost every married couple with 
net income (less exemptions) of 
more than $2,000 to file a joint re- 
turn for 1948. Where one spouse’s 
net income is less than his exemp- 
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tions there is, as heretofore, an 
advantage in filing a joint return so 
as to make the unused exemptions 
available for use by the other 
spouse. Either or both of these 
advantages apply to nearly every 
married taxpayer, and joint returns 
are expected to become practically 
universal. 

It is possible, however, for a 1948 
joint return to produce unfavorable 
results. For example, the deduction 
for medical expenses, being limited 
so that only the amount in excess 
of 5 per cent of the aggregate ad- 
justed gross income may be de- 
ducted, may be larger in a separate 
return than in a joint return, where 
the 5 per cent limitation applies to 
the aggregate gross income. Where 
substantial medical expenses have 
been paid, test computations should 
be made to determine whether a 
joint return or separate returns 
should be filed. 


WHo May FILE A JOINT RETURN 


Because of the new income- 
splitting provisions the question as 
to who may file a joint return be- 
comes one of crucial importance. 
As under prior law a husband and 
wife may file a single return jointly, 
even though one of them has 
neither gross income nor deduc- 
tions, unless one of them is a non- 
resident alien. As heretofore, if a 
joint return is filed, the tax liability 
is joint and several. 

The new law continues the prior 
Code provision, that no joint return 





shall be made if the husband and 
wife have different taxable years, 
but it makes an important excep- 
tion. For the first time in the 
history of the income tax, a joint 
return will be allowed if the taxable 
years of the spouses begin on the 
same day but end on different days 
because of the death of either or 
both of them.‘ However, a joint 
return may not be made (a) if the 
surviving spouse remarries before 
the close of his taxable year, nor 
(b) if the taxable year of either 
spouse is a fractional part of a year 
due to a change in accounting 
period. If the surviving spouse 
marries before the end of his tax- 
able year, he may make a joint 
return with his new spouse. 

The general rule is that in the 
case of the death of one or both 
spouses the joint return with respect 
to the decedent may be made only 
by his executor or administrator, 
but an exception to the rule pro- 
vides that, in the case of the death 
of one spouse, the survivor may 
under certain circumstances make 
a joint return for himself and the 
decedent. The foregoing rules apply 
either (a) where a spouse dies 
shortly after the end of his taxable 
year and before making a return, or 
(b) where a spouse dies during his 
taxable year. They apply to all tax- 
able years beginning after Decem- 
ber 31, 1947 and to fiscal years of 


‘Under Code section 47(g) the taxable 
year of a taxpayer closes at the date of his 
death. See Senate report, page 56. 
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both husband and wife beginning 
on the same day in 1947, if at least 
one of such years ends in 1948. 

The surviving spouse may make 
a joint return for himself and the 
decedent only if all the following 
conditions exist. 

(1) No return for the taxable year has 
been made by the decedent, 

(2) No executor or administrator has 
been appointed at the time the survivor 
makes the joint return, and 

(3) No executor or administrator is ap- 
pointed before the last day prescribed by 
law (including any extension of time) for 
filing the return of the surviving spouse. 

If an executor or administrator of 
the decedent’s estate is appointed 
after the making of the joint return 
by the surviving spouse, the execu- 
tor or administrator may disaffirm 
such joint return. Disaffirmance is 
accomplished by filing a separate 
return for the decedent within one 
year after the last day prescribed 
by law (including any extension of 
time) for filing the return of the 
surviving spouse. When a joint re- 
turn has been disaffirmed it becomes 
the separate return of the surviving 
spouse and the survivor loses his 
right to the income split. 

For the purpose of making a joint 
return the status as husband and 
wife of two individuals having tax- 
able years beginning on the same 
day is determined: (a) if both have 
the same taxable year, as of the 
close of such year, and (b) one dies 
before the close of the taxable year 
of the other, at the time of such 
death. 


An individual who is legally 
separated from his spouse under a 
decree of divorce or of separate 
maintenance is not considered as 
married. 


FISCAL YEAR TAXPAYERS 


Individuals making their returns 
on the basis of a fiscal year, that is, 
a period of twelve months ending on 
the last day of any month other 
than December, will benefit by the 
income tax reduction features of the 
1948 Act for fiscal years beginning 
after December 31, 1947, and they 
will benefit in part for fiscal years 
ending in 1948. In the case of a 
taxable year beginning in 1947 and 
ending in 1948, the tax for the 
entire fiscal year must be computed 
under the 1947 law and then com- 
puted again under the 1948 law. 
The tax payable is the sum of 
(a) the 1947-law tax times the 
number of days in the fiscal year 
falling in 1947, divided by the total 
number of days in the fiscal year, 
plus (b) the 1948-law tax times the 
number of days in the fiscal year 
falling in 1948, divided by the total 
number of days in the fiscal year. 
For example, the tax for a fiscal 
year ended January 31, 1948 is 
computed as 334/365 of the 1947- 
law tax for the year, plus 31/365 of 
the 1948-law tax for the year. The 
tax for a fiscal year ending Septem- 
ber 30, 1948 will be 92/366 of the 
1947-law tax, plus 274/366 of the 
1948-tax law. 

The filing of a joint return for a 
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fiscal year beginning in 1947 and 
ending in 1948 will ordinarily be 
disadvantageous as to the 1947-law 
tax and advantageous as to the 
1948-law tax. Unless the tax reduc- 
tion and income split under the 
1948 Act is effective for a sufficient- 
ly large proportion of the fiscal 
year to overcome the effect of the 
higher surtax brackets in the 1947 
computation, it will be better for 
the spouses to file separate returns. 


RESTRICTIONS ON FISCAL YEAR 
JOINT RETURNS 


If one spouse has a fiscal year 
and wishes to make a joint return, 
he may do so only if the other 
spouse has a taxable year beginning 
on the same day. Except in the 
event of death, the spouses must 
have identical fiscal years. Al- 
though most individuals report 
on the calendar year basis, some 
business and professional men have 
adopted fiscal years (e. g., the sole 
proprietor of a business with a fiscal 
year, and less frequently the mem- 
bers of a partnership with a fiscal 
year). However, the wives of such 
fiscal-year taxpayers may report 
their income for the calendar year. 
In order that the husband and wife 
may file a joint return, the wife 
would have to change to the hus- 
band’s fiscal year, or the husband 
would have to change to the calen- 
dar year. 

Under the existing regulations it 
appears to be too late for a fiscal- 
year taxpayer to adopt the calendar 


year 1948 as his accounting period. 
The regulations require that, if a 
taxpayer changes his accounting 
period, he “shall, before using the 
new period for income tax purposes, 
secure the consent of the Commis- 
sioner, and application for permis- 
sion to change the accounting period 
shall be made direct to the Com- 
missioner on Form 1128 at least 60 
days prior to the close of the frac- 
tional part of year for which a 
return would be required to effect 
the change.” Under that regula- 
tion the wife can change her re- 
porting period in 1948 from the 
calendar year to her husband’s 
fiscal year only if she can apply for 
permission at least 60 days before 
the end of her husband’s fiscal year 
ending in 1948, and the change to 
the fiscal year will be effective so as 
to permit a joint return only for the 
fiscal year beginning in 1948 and 
ending in 1949. 

Unless the foregoing regulation is 
changed, it would seem to be im- 
possible to file a joint return for a 
fiscal year beginning in 1947 except 
in the unusual case where both hus- 
band and wife are already reporting 
on the same fiscal year. The writer 
believes that to comply with the 
purpose of the new law the Com- 
missioner should change the regula- 
tions so as to permit retroactive 
changes in accounting periods to 
allow a husband and wife to adopt 
identical taxable years immediately. 
There is precedent for such retro- 

(Continued on page 27) 




















L. R. B. & M. Journal 





The Estate and Gift Tax Provisions of the 
Revenue Act of 1948 


By W. T. SHERWOOD, JR. 
(Washington Office) 


The Revenue Act of 1948 made 
drastic changes in the estate and 
gift tax provisions applicable to 
transfers between husband and 
wife in both common-law and com- 
munity property states. In view 
of these changes it may be desirable 


in many cases to revise estate and 
gift planning to obtain the full 
advantages under the new estate 
and gift tax provisions. The more 
important of these provisions are 
considered in this article. 


Estate Tax 


REPEAL OF SPECIAL RULES AS TO 
COMMUNITY PROPERTY UNDER 
1942 AcT 

Prior to the enactment of the 
Revenue Act of 1942, community 
property enjoyed a supposed estate 
tax advantage. Upon the death of 
either spouse, only one-half of the 
community property was includible 
in the gross estate. The 1942 Act 
amended the Code to provide in 
substance that upon the death of a 
spouse, the entire community prop- 
erty was to be included in the gross 
estate of the decedent, less only 
such part as might be shown to 
have been received as compensation 
for personal services rendered by 
the surviving spouse or from the 
separate property of the surviving 
spouse, provided, however, that 
the amount included might not be 
less than the part subject to the 
decedent’s power of testamentary 


disposition. Thus, if the entire 
community property were attribu- 
table to the husband, the entire 
amount would be includible in his 
gross estate if he should die first, 
whereas, if the wife were the first 
to die, then the one-half over which 
she had a power of testamentary 
disposition would be includible in 
her gross estate. These provisions 
of the 1942 Act undoubtedly re- 
moved whatever estate tax advan- 
tage community property may 
theretofore have enjoyed, and in 
requiring that there be included 
in the husband’s estate property 
in which his wife had acquired an 
interest during his lifetime and over 
which he had no power of testa- 
mentary disposition and which 
would be included in the wife’s 
estate if she died first, it is at least 
arguable that the Act swung the 
pendulum to the other side and 
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placed community property at an 
estate tax disadvantage. 

The Revenue Act of 1948, by 
repealing sections 811(d)(5), 811 
(e)(2) and 811(g) (4) of the Internal 
Revenue Code, has restored to 
community property the same 
status for estate tax purposes which 
it had prior to the 1942 Act. The 
repeal of these subsections is retro- 
active so as to apply to estates of 
decedents dying after December 
31, 1947, but the 1948 Act also 
provides that in the case of a de- 
cedent dying after December 31, 
1947 and on or before the date of 
the enactment of the Act, the tax 
shall not be greater than it would 
be if the sections mentioned had 
not been repealed. 


MARITAL DEDUCTION—GENERAL 


To place the property of married 
persons in common-law states on a 
more nearly equal estate tax basis 
with the now reinstated “splitting” 
principle of community property, 
the 1948 Act also amended the law 
to permit a married person holding 
separate property to achieve sub- 
stantially the same “‘splitting’’ ad- 
vantage, provided that he also 
accepted some of the community 
property disadvantages. This has 
been accomplished by the addition 
of a new subsection 812(c) provid- 
ing for the allowance of a “‘marital 
deduction” in computing the net 
estate subject to tax. The marital 
deduction is not limited to residents 
of common-law states; it applies to 


the separate but not the community 
property of residents of community 
property states.! The deduction is 
allowable in computing the estate 
tax of decedents dying after De- 
cember 31, 1947. 


MARITAL DEDUCTION—INTEREST 
IN PROPERTY PASSING TO SUR- 
VIVING SPOUSE 


The marital deduction consists of 
“an amount equal to the value of 
any interest in property which 
passes or has passed from the de- 
cedent to his surviving spouse,” 
subject, however, to a number of 
limitations. The amount may, in 
no event, exceed 50% of the value 
of the “‘adjusted gross estate.”” Ex- 
cept in the case of estates including 
community property in which fur- 
ther adjustments are necessary,? 
the adjusted gross estate is defined 
as the gross estate less the aggregate 
amount of the deductions allowed 
by section 812(b), i.e., funeral ex- 
penses, administration expenses, 
claims against the estate, unpaid 
mortgages or other indebtedness 
against property included in the 
gross estate and reasonable amounts 





1Community property acquired prior to 
1927 in California is of such a nature that 
it is treated as separate property. 

*Specific provisions are contained in the 
Act for the determination of the adjusted 
gross estate where community property is 
involved or community property was con- 
verted into separate property during the 
calendar year 1942 or after the 1948 Act, 
but such provisions will not be discussed 
in this article. 
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expended for the support of depen- 
dents during the settlement of the 
estate. Amounts allowable as de- 
ductions under other sections in 
determining the net estate, such as 
charitable bequests, are not de- 
ducted in computing the adjusted 
gross estate. Likewise, the $60,000 
exemption’ and the amount of any 
estate, succession or inheritance 
taxes are not deducted. 

Thus, if a decedent in a common- 
law state left a gross estate of 
$250,000 against which there were 
charges and claims of $50,000 
allowable as deductions under sec- 
tion 812(b), his adjusted gross 
estate would amount to $200,000. 
If he bequeathed $100,000 outright 
to his wife, $10,000 to charity and 
the balance to others, his net estate 
subject to tax would be only 
$30,000, that is, the gross estate of 
$250,000 less the charges and claims 
of $50,000, the $100,000 marital 
deduction for the property be- 
queathed to his wife, the $10,000 
charitable deduction and_ the 
$60,000 exemption. Even if he had 
bequeathed $125,000 or some larger 
amount to his wife, his net estate 
would remain the same since the 
marital deduction would still be 
limited to one-half of the adjusted 
gross estate of $200,000, or $100,000. 

No marital deduction is allowable 
with respect to property passing to 
the spouse which is not includible 
in the computation of the value of 





3Or the $100,000 exemption for the pur- 
pose of the basic estate tax. 


the gross estate. Thus, if, in the 
example given above, the $100,000 
passing to the wife had included 
real estate located outside the 
United States of a value of $25,000, 
the marital deduction would be 
limited to $75,000, since the value 
of the real property is not includible 
in the gross estate. 

“Property which passes or has 
passed from the decedent to his 
surviving spouse’’ includes not only 
property bequeathed or devised to 
a spouse under a will or which is 
inherited by the surviving spouse, 
but also the following: 

Dower or courtesy interest (or statutory 
interest in lieu thereof). 

An interest in property transferred by the 
decedent to his spouse during his lifetime. 

An interest in property held by the dece- 
dent and his spouse at the time of his death, 
in joint ownership with right of survivor- 
ship. 

An interest in property over which the 
decedent had a power of appointment 
(either alone or in conjunction with any 
person) and he appoints or has appointed 
the property to his spouse, or the spouse 
takes the property in default upon the re- 
lease or non-exercise of the power. 

The proceeds of insurance upon the life 
of the decedent receivable by the spouse. 


The same rules are applied in de- 
termining property passing to a 
person other than the spouse. If it 
is impossible, at the time of the 
decedent’s death, to ascertain 
whether the property will pass to 
the wife or another person, then 
the property will be considered as 
passing to the other person. 

If, for example, a husband trans- 
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ferred $50,000 to his wife outright 
during his lifetime, but such sum 
was included in his gross estate as 
a transfer in contemplation of 
death, the amount so included 
would be considered as having 
passed to the wife and would be 
included in determining the marital 
deduction, subject to the limitation 
that the total deduction allowable 
may not exceed 50% of the adjusted 
gross estate. Similarly, if the de- 
cedent and his spouse had owned 
property jointly, and the surviving 
spouse acquired it by right of sur- 
vivorship, then to the extent of the 
value of such property includible 
in the gross estate, the marital 
deduction would be allowed, sub- 
ject to the 50% limitation men- 
tioned above. 


MARITAL DEDUCTION—VALUATION 
OF INTEREST PASSING TO SUR- 
VIVING SPOUSE 


In the determination of the 
amount passing to the surviving 
spouse, any encumbrances against 
the property or any obligation im- 
posed by the decedent with respect 
to such property must be taken 
into account. Consequently, if the 
decedent devises his home to his 
wife subject to a mortgage, which 
the executor is not directed to dis- 
charge from other assets of the 
estate, then only the net value of 
the property after deducting the 
amount of the mortgage may be 
included in determining the amount 





of the marital deduction. Similarly, 
if the decedent devised property to 
his wife, imposing upon her the 
obligation that she pay an annuity 
to his mother during the mother’s 
lifetime, the commuted value of 
the obligation must be deducted in 
determining the value of the prop- 
erty passing to the wife. 

Similarly, the effect of any estate 
succession, legacy or inheritance 
tax must be taken into account in 
determining the amount of the 
property passing to the surviving 
spouse. Thus, if a husband be- 
queaths $100,000 to his wife, but 
under the will or the applicable 
state law, estate or other death 
taxes of $10,000 are payable there- 
from, the amount considered as 
passing to the wife is not the gross 
bequest of $100,000 but the $90,000 
remaining after the payment of the 
$10,000 of taxes. Since estate and 
other death taxes are not deductible 
in determining the adjusted gross 
estate but are deducted in deter- 
mining the amount passing to the 
spouse, a husband passing exactly 
one-half of his adjusted gross estate 
to his wife would not obtain the 
maximum marital deduction unless 
all of the estate and other death 
taxes were payable from the one- 
half not passing to the wife; other- 
wise, the one-half passing to the 
wife less the taxes payable there- 
from would equal less than one-half 
of the adjusted gross estate which 
is computed before the deduction 
of such taxes. 
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In determining the value of the 
property passing to the wife for the 
purpose of the computation of the 
marital deduction, the value of the 
property at the date of death is 
used, unless the executor elects to 
value the estate under section 
811(j), in which event, the value 
on the optional valuation date will 
be used. 


MARITAL DEDUCTION—PROPERTY 
: LEFT IN TRUST 


It has been not unusual, and 
perhaps has become customary, 
for a husband with any sort of a 
substantial estate in a common-law 
state to make provision for his wife 
in his will by creating a trust for 
her benefit during her lifetime with 
remainders to others after her 
death. This has, presumably, re- 
sulted from a number of considera- 
tions—a desire to afford protection 
for the wife during her lifetime, to 
prevent dissipation of the fund, to 
assure the eventual devolution of 
the property to those selected by 
the husband, and to a large extent, 
if not primarily, to avoid a second 
estate tax upon the death of the 
wife. On the other hand, a husband 
having the same amount of com- 
munity property could make similar 
provisions with respect to only 
one-half thereof; he has no power 
of testamentary disposition over 
the remaining one-half which be- 
comes the separate property of his 
wife outright, and if not disposed 
of during her lifetime, will be in- 


cludible in her gross estate. To 
permit the husband in a common- 
law state to obtain the marital 
deduction for property in which his 
wife received merely a life interest 
would give him a decided advantage 
over the husband having the com- 
munity property. The husband in 
the common-law state would be 
able to contro] the eventual devo- 
lution of the property and avoid an 
estate tax thereon upon his wife’s 
death and still be able to obtain 
the full marital deduction merely 
by bequeathing his wife a life 
interest having a value equal to 
50% of his adjusted gross estate. 
Conversely, the one-half of the 
community property excluded in 
the other estate would be subject 
solely to the wife’s disposition, and 
if retained by her until her death, 
would be includible in her estate. 
It was, apparently, for the foregoing 
considerations that there was in- 
serted in the law a limitation ex- 
cluding from the marital deduction 
property passing to the surviving 
spouse but which constitutes a life 
estate or other terminable interest 
unless falling within the specific 
exceptions provided in the statute. 

Trust with Power of Appoint- 
ment in Surviving Spouse. One of 
the exceptions to the limitation ex- 
cluding life estates and other termi- 
nable interests is in the case of 
property passing from the decedent 
in trust, if under the terms of the 
trust, the surviving spouse is en- 
titled for life to all the income from 
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the corpus, payable annually or at 
more frequent intervals, with in 
effect a general power of appoint- 
ment in the surviving spouse to 
appoint the entire corpus free of 
the trust, and no other person has 
a power to appoint any part of the 
corpus to any person other than 
the surviving spouse. The power 
in the spouse must be one which, 
whether exercisable by will or 
during life, is exercisable by the 
spouse alone and in all events and 
which she may exercise in her own 
favor or in favor of her own estate. 
Accordingly, the marital deduction 
may be obtained if the husband 
creates a trust for the benefit of his 
wife providing for the payment of 
the entire income to her for life 
and granting to the wife alone a 
power to appoint, by will, the re- 
mainder interest after her death to 
anyone. The deduction would not 
be lost if the power to appoint were 
limited so that it could be exercised 
only in favor of one or more desig- 
nated persons, provided, but only 
provided, that one of such persons 
were the wife’s own estate. Neither 
would the deduction be lost, if the 
trust provided for remainders over 
to designated persons if the wife 
failed to exercise her power. How- 
ever, the deduction would not be 
allowed if the exercise of the power 
were subject to any contingency, 
as for example, a power exercisable 
only if there were no children of 
the decedent living at the time of 
the wife’s death. Similarly, the de- 





duction would not be allowed if 
some other person had any power 
to direct payment of any part of 
the trust to a person other than the 
wife. However, it is permissible for 
the trustee or some other person 
to have the power to make pay- 
ments from trust corpus to the wife. 

Under the foregoing provision, 
the wife must have the unrestricted 
power to dispose of the trust corpus 
as she sees fit; since it is essential 
that one of the persons in whose 
favor the power may be exercised 
be the wife or her estate, she may 
completely control the devolution 
of the property. It follows that 
upon her death, the trust corpus as 
it then exists will be included in 
her gross estate. 


MARITAL DEDUCTION—LIFE _IN- 
SURANCE WITH POWER OF AP- 
POINTMENT IN SURVIVING 
SPOUSE. 


A similar provision excludes from 
the category of terminable interests 
the proceeds of insurance upon the 
life of the decedent payable in in- 
stallments. The installments must 
be payable annually or at more 
frequent intervals and must be 
payable solely to the wife during 
her lifetime. Further, it is neces- 
sary that the wife have an un- 
restricted power to appoint any 
installments payable after her death 
similar to the power of appoint- 
ment discussed above in connection 
with trusts. 
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The provision excluding the pro- 
ceeds of insurance from the category 
of terminable interests applies 
specifically only where the proceeds 
are payable in installments. No 
reference is made to a situation 
where the policy provides that the 
proceeds shall be retained by the 
insurance company, with interest 
thereon payable to the wife and 
with a further provision that the 
proceeds may be withdrawn by the 
wife at her sole option at any time, 
or may be disposed of by her in 
her will. There appears to be no 
reason why the marital deduction 
should not be allowed in such cases, 
and it is possible that the deduction 
is allowable either under the general 
provisions or under the exclusion 
pertaining to trusts with powers of 
appointment. However, the law is 
not entirely clear on this point. It 
is understood that a proposal has 
been made for an amendment to 
make it clear that the deduction 
will be allowable in such cases. 


MARITAL DEDUCTION—EXCEPTIONS 
AS TO LIFE ESTATE OR OTHER 
TERMINABLE INTERESTS. 


There is included within the 
scope of terminable interests, for 
which a deduction will not be al- 
lowed, an interest passing to the 
spouse, which will terminate or fail 
upon the happening of an event or 
contingency or upon the failure of 
an event or contingency to occur. 
For example, if the decedent creates 
a life estate in favor of his mother 


with remainder to his wife if the 
wife survives the mother, the de- 
duction will not be allowed since 
the wife’s remainder interest will 
fail if she does not survive the 
mother. However, the statute ex- 
pressly provides that the interest 
of the spouse shall not be deemed 
a terminable interest merely be- 
cause her interest will fail if she 
dies within a period of not more 
than six months after the decedent’s 
death or as the result of a common 
disaster resulting in the death of 
the decedent and the spouse and 
such termination or failure does not 
occur. 

Some property is by its very 
nature terminable. For example, a 
leasehold or a patent will of neces- 
sity expire and terminate at a 
particular time. However, such 
property passing to the wife will 
not necessarily be excluded from 
the marital deduction. Under the 
statute, the terminable interest 
will be excluded only if both of the 
following conditions exist: 

“(i) if an interest in such property passes 
or has passed (for less than an adequate 
and full consideration in money or money’s 
worth) from the decedent to any person 
other than such surviving spouse (or the 
estate of such spouse); and 

“di) if by reason of such passing such 
person (or his heirs or assigns) may possess 
or enjoy any part of such property after 
such termination or failure of the interest 
so passing to the surviving spouse;” 


However, even if both of conditions 
(i) and (ii) are not met, the interest 
may, nevertheless, be excluded in 
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computing the marital deduction 
“if such interest is to be acquired 
for the surviving spouse, pursuant 
to directions of the decedent, by his 
executor or by the trustee of a trust.” 

Accordingly, if a husband be- 
queaths all the interest he ever had 
in a patent or leasehold to his wife, 
the amount so passing to the wife 
will be included in computing the de- 
duction. However, it will not neces- 
sarily suffice for a husband to give 
his wife merely all of the interest 
which he had at the time of his 
death. For example, if he had 
during his lifetime owned a parcel 
of real property which he trans- 
ferred to his son by gift, retaining 
only a leasehold interest, no de- 
duction would be allowed for a 
bequest of the leasehold to his wife. 
An interest in the real estate had 
passed from the decedent to another 
person for less than an adequate and 
full consideration in money or 
money’s worth, and the son may 
possess or enjoy the property after 
the expiration of the leasehold 
interest. 

A bond, note or other contractual 
obligation, the discharge of which 
would not have the effect of an 
annuity for life or for a term, is 
not to be deemed a terminable 
interest for the purpose of applying 
the foregoing provisions of the 
statute. If a husband transferred 
a farm worth $50,000 to his son, 
receiving as consideration a mort- 
gage thereon for $25,000, would the 
marital deduction be allowed upon 


the bequest of the mortgage to the 
wife? If the entire principal of the 
mortgage were payable at a date 
in the future, as for example, at the 
expiration of 10 years, it would be 
difficult to classify the discharge of 
the mortgage as having the effect 
of an annuity for a term. If, on 
the other hand, the mortgage were 
payable in annual installments of 
$5,000 (including interest), it seems 
probable that the discharge of the 
mortgage according to its terms 
would have the effect of an annuity 
for a term and that, consequently, 
the mortgage would be considered 
as a terminable interest. 

As previously mentioned, an 
interest may be excluded as a 
terminable interest even if con- 
ditions (i) and (ii) are not met “‘if 
such interest is to be acquired for 
the surviving spouse, pursuant to 
directions of the decedent by his 
executor or by the trustee of a 
trust.” It would appear, therefore, 
that if a husband provided in his 
will that his executor use funds of 
the estate to purchase an annuity 
for the decedent’s wife for her life- 
time, the marital deduction would 
not be allowed. Since the annuity 
is clearly a terminable interest, the 
deduction with respect thereto will 
be disallowed even though no 
interest therein has passed to any 
other person, and no other person 
may possess or enjoy the property 
after the death of the wife. On the 
other hand, if the decedent during 
his lifetime purchased an annuity 
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payable to himself during his life- 
time and then to his wife during 
her lifetime if she survived him, a 
marital deduction would, apparent- 
ly, be allowed with respect to the 
value of the interest passing to the 
wife, since no other person has any 
interest in the annuity. 

The limitation against the allow- 
ance of terminable interests in com- 
puting the marital deduction does 
not necessarily mean that the hus- 
band must pass his entire interest 
in the property to his wife in order 
to secure the deduction. Thus, if 
the husband bequeaths a life 
interest in property to his mother, 
and the remainder interest to his 
wife (not subject to any con- 
tingencies), the value of the re- 
mainder interest will be allowed as 
a deduction since it does not con- 
stitute a terminable interest. 

If the estate includes property 
which, if specifically passing to the 
wife, would be excluded in deter- 
mining the marital deduction, as 
for example, a leasehold interest in 
property given to the son, and the 
interest passing to the wife, al- 
though not specifically including 
the leasehold, may nevertheless be 
satisfied in whole or in part. by 
transferring the leasehold or the 
proceeds thereof to the wife, the 
transaction will be treated the same 
as if the wife received the termina- 
ble interest. For example, the hus- 
band directs in his will that his wife 
shall receive outright one-half of 
the residuary estate. The residuary 


estate includes the leasehold 
interest. If the executor may use 
the leasehold interest or the pro- 
ceeds thereof in satisfaction of the 
wife’s interest, in whole or in part, 
in the residuary estate, the value of 
the leasehold interest will be de- 
ducted from the value of the one- 
half of the residuary estate passing 
to the wife in determining the 
marital deduction even though the 
leasehold interest is not so used. 
In effect, there is a conclusive pre- 
sumption that if a wife receives an 
interest in unidentified assets which 
include a terminable interest, the 
terminable interest must be at- 
tributed to the wife’s share. 


MARITAL DEDUCTION—EFFECT OF 
DISCLAIMER. 


The statute contains provisions 
which prevent the use of disclaimers 
to obtain a marital deduction which 
would not otherwise be allowable. 
For example, if a son is given a 
bequest by his father which he dis- 
claims so that the property thereby 
passes to his mother, the property 
will, nevertheless, be considered as 
passing to the son and not to the 
mother. On the other hand, if a 
wife disclaims so that the property 
passes to another, the property will 
be considered as passing to the 
other person and not to her. 


DEDUCTION FOR PROPERTY PRE- 
VIOUSLY TAXED. 


Section 812(c) of the Internal 
Revenue Code (relating to the de- 
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duction for property previously 
taxed) has been amended in a way 
which may result in a disadvantage 
to taxpayers in particular cases. 
Under the section as amended, the 
deduction may not be allowed with 
respect to 


“ee 


. . (A) property received from a prior 
decedent who died after December 31, 1947, 
and was at the time of such death the dece- 
dent s spouse, (B) property received by gift 
after the date of the enactment of the 
Revenue Act of 1948 from a donor who at 
the time of the gift was the decedent's 
spouse, and (C) property acquired in ex- 
change for property described in clause (A) 
or (B).” 

The amended section further pro- 
vides: 

“Where, under the provisions of Section 
1000 (f), a gift received by the decedent 
was considered as made one-half by the 
donor and one-half by the donor’s spouse, 
one-half of the gift shall be considered as 
received by the decedent from each such 
spouse. 

Under prior law, if a husband 
having a net estate of $1,000,000 
bequeathed the entire estate to his 
wife outright, his estate would pay 
the estate tax on the entire 
$1,000,000. However, if the wife 
died within 5 years of her husband’s 
death, and it were possible to 
identify the $1,000,000 as having 
come from the husband’s estate, 
the deduction for property pre- 
viously taxed would be allowed. 
However, under section 812(c), as 
amended, no such deduction would 
be allowed, even though in the com- 
putation of the husband’s estate 
tax only a part of the $1,000,000 





could have been allowed as a mari- 
tal deduction because of the limita- 
tion of the marital deduction to 
50% of the adjusted gross estate. 
Consequently, the tax on the two 
estates, under the present provi- 
sions, would be more than it would 
have been under the previous pro- 
visions. Similarly, no deduction for 
property previously taxed would be 
allowed for property acquired by 
the wife by gift from her husband 
after the enactment of the 1948 Act 
even if she died within 5 years after 
the date of the gift, despite the fact 
that not more than 50% of the 
amount of the gift was deductible 
in computing the husband’s gift 
tax liability. 

It might be possible that no part 
of a bequest or gift to a wife was 
deductible as a marital deduction 
in computing the husband’s estate 
or gift tax liability because of the 
nature of the interest given to the 
wife. Nevertheless, no part of such 
property would be includible as 
property previously taxed in com- 
puting the deduction under section 
812(c) in the wife’s estate, even 
though she died within the 5-year 
period. 

The foregoing affords one more 
reason why in the case of sub- 
stantial estates it is inadvisable for 
a spouse to bequeath property to 
the other in a form which will be 
includible in the estate of the other 
spouse, in an amount greater than 
will be allowed as a marital de- 
duction. 
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Sections 813(a)(2)(A) and 936(b) 
relating to the credit for the gift 
tax have also been amended 
Similarly, amendments have been 
made to section 826 (c) and (d) 
relating to the liability of life in- 
surance beneficiaries and to the re- 
cipients of property over which the 
decedent had a power of appoint- 
ment. These provisions will not be 
discussed in detail. 


BASIS OF PROPERTY RECEIVED BY 
SURVIVING SPOUSE. 


The fact that property received 
by a surviving spouse by bequest, 
devise or inheritance may be al- 
lowed as a marital deduction does 
not alter the fact that the property 
was acquired by bequest, devise or 
inheritance. Consequently, the 
basis of such property will, under 
section 113(a)(5) of the Code, have 
a basis equal to the value at the 
date of death of the decedent spouse 
or the applicable valuation date. 

Heretofore, the interest of the 
surviving spouse in community 
property was not property acquired 
by “‘bequest, devise or inheritance.” 
Hence, the basis of property re- 
ceived by a surviving spouse as her 
share of the community property 
would be the cost of the property 
to the community. In order to 
equalize the treatment of com- 
munity and separate property, sec- 
tion 113 (a)(5) has been amended 
to provide, in substance, that the 
surviving spouse’s one-half share of 
community property shall, if the 


deceased spouse died after Decem- 
ber 31, 1947 and at least one-half of 
the whole of the community interest 
was includible in the decedent’s 
gross estate, be considered to be 
property acquired by bequest, de- 
vise or inheritance. Consequently, 
in such cases, the basis to the sur- 
viving spouse of her one-half share 
of the community property will be 
the same as if it were separate 
property which she acquired by 
bequest, devise or inheritance from 
the decedent. A somewhat similar 
provision is made with respect to 
community property where the date 
of the death of the deceased spouse 
was after the date of the enactment 
of the Revenue Act of 1942 and on 
or before December 31, 1947. There 
is a saving clause to the effect that 
basis shall not be reduced to less 
than what it would be if the Reve- 
nue Act of 1948 had not been 
enacted. 


CONCLUSION. 


The amendments to the estate 
tax law appear to achieve at least 
substantial equality between com- 
munity property and separate prop- 
erty so far as the federal estate tax 
is concerned. However, until and 
unless corresponding changes are 
made in the statutes of at least 
some of the common law states, 
some portion of the apparent saving 
in tax resulting from the allowance 
of the marital deduction will be 
absorbed by state death duties. 
Presumably, most individuals 
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will wish to avail themselves of the 
tax saving which will result from 
passing property to a spouse in 
such form that it will constitute a 
marital deduction. Many of them, 
however, will probably want to 
make certain that the amount of 
property passing to a spouse in a 
form under which the marital de- 


duction will be allowed will not 
exceed 50% of the adjusted gross 
estate, the maximum marital de- 
duction allowable. The drafting of 
a will to achieve that result will 
require careful consideration of 
many factors, and in some cases at 
least, may tax the ingenuity of the 
draftsman. 


Gift Tax 


The provisions of the Internal 
Revenue Code relating to gifts of 
property held as community prop- 
erty, added by the Revenue Act of 
1942, have been declared by the 
1948 Act to be applicable only to 
gifts made after the calendar year 
1942 and on or before the date of 
the enactment of the Revenue Act 
of 1948. Accordingly, the treat- 
ment of community property for 
gift tax purposes in effect prior to 
the Revenue Act of 1942 has been 
reinstated for the future. 


MARITAL DEDUCTION—GIFTS BE- 
TWEEN SPOUSES. 


In order to equalize the treat- 
ment of community property and 
separate property, section 1004(a) 
of the Code has been amended to 
provide for a marital deduction. 
Upon a gift by one spouse to 
another, there will be allowed a 
marital deduction equal to one-half 
of the value of the gift. Provisions 
similar to, but not in all respects 
identical with, the provisions of the 


estate tax law dealing with life 
estates or terminable interests have 
been made. Thus, no marital de- 
duction would be allowed for a gift 
by a husband giving a life estate in 
property to his wife, the husband 
either retaining the remainder 
interest or transferring it to another, 
since the interest of the wife would 
be a terminable interest. However, 
if in addition to the income for her 
life, the wife alone were given the 
power to appoint the trust corpus, 
exercisable in favor of herself or her 
estate, the deduction would be al- 
lowed. 

An exception to the terminable 
interest rule with respect to gifts is 
provided to cover the creation by 
the donor of a jointly held interest 
with the donee spouse. The marital 
deduction is allowable if the donor 
spouse transfers his property to a 
joint tenancy or tenancy by the 
entirety with his spouse, even 
though the right of survivorship 
inherent in such tenancies neces- 
sarily makes the interest of the 
donee spouse contingent upon sur- 
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viving the donor spouse and, con- 
sequently, a terminable interest. 
The exception is apparently justi- 
fied by reason of the fact that 
property is customarily held in 
common-law states in a form of 
joint ownership, comparable to the 
nature of community property. 
Under the law as amended, an 
outright gift by a husband of a 
present interest to his wife of $6,000 
will not constitute a taxable gift 
assuming that he makes no other 
gifts to the wife during the year. 
The marital deduction of one-half 
of the gift, plus the $3,000 annual 
exclusion, will result in there being 
no net gift. Similarly, outright 
gifts of present interests by a hus- 
band to his wife totaling $50,000 in 
one year will actually result in a net 
gift of only $22,000. $25,000 will 
be deducted as a marital deduction 
and the $3,000 annual exclusion 
will reduce the net amount of the 
gift to $22,000. If the husband had 
not previously used more than $8,000 
of his $30,000 specific exemption, 
there would be no gift tax to pay. 
The statute contains a limitation 
on the amount of the marital de- 
duction to limit the amount of the 
deduction to the extent that the 
gift is included in the amount of 
gifts against which the deduction 
applies. Thus, if a husband gives 
his wife $5,000 during the year, his 
marital deduction would ordinarily 
be equal to 50% thereof or $2,500, 
in addition to which, he would be 
entitled to an exclusion of $3,000, 


or a total of $5,500. To prevent the 
additional $500 from being de- 
ducted from the amount of a gift 
made to another, the statute pro- 
vides that, in such cases, the mari- 
tal deduction shall be only $2,000. 

The marital deduction does not 
apply in the case of a gift by one 
spouse of community property to 
the other, and the Act defines what 
shall be considered as community 
property. 


MARITAL DEDUCTIONS—GIFTS BY 
EITHER SPOUSE TO OTHERS. 


In addition to the marital de- 
duction, the statute further pro- 
vides that gifts made by either 
spouse may be considered as gifts 
made one-half by each. Thus, if a 
husband makes present gifts of 
$6,000 to his son during the year, 
and the spouses so elect, the gifts 
will be considered as having been 
made one-half by each. Since each 
has a $3,000 annual exclusion, there 
would be no net gift. Similarly, if 
the gifts to the son totaled $50,000, 
the net gift of each would be only 
$22,000 ($25,000 — $3,000). 

The splitting of the gifts between 
the spouses requires the consent of 
both spouses effected in the manner 
and within the time specified in the 
statute, and the consent must ex- 
tend to all gifts made during the 
calendar year by either while mar- 
ried to the other. Hence, if the 
husband made a gift to his mother 
as well as to the son during the 

(Continued on page 29) 
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The Thomas Barbour Medal 





The Thomas Barbour Medal of the 
Fairchild Tropical Garden 


Initiating a new department in 
the activities of the Fairchild Tropi- 
cal Gardens, seven awards of the 
Thomas Barbour Medal, given for 
“Distinguished service in the pres- 
ervation of South Florida,” were 
made at a meeting in the audi- 
torium of the Museum Building on 
Sunday afternoon, January 11, 
1948. It was Mrs. Robert H. 
Montgomery who first conceived 
the idea of striking a medal that 
would honor the memory of the 
late Thomas Barbour, who had 
done so much for the early develop- 
ment of the Fairchild Tropical 
Garden, and presenting it to those 
who were carrying on the work in 


which the great naturalist was so 
much interested. 

Among the seven to whom the 
first medals (or plaquettes) were 
presented were Colonel Robert H. 
Montgomery, Founder of the Gar- 
den, and Mr. William M. Lybrand, 
who was primarily instrumental in 
presenting to the Garden the Mu- 
seum Building. 

The square plaquette, designed 
by Mr. Spicer-Simson, has the por- 
trait of Dr. Thomas Barbour on 
one side and on the reverse con- 
tains the lettering ‘‘For vision, un- 
selfish devotion to the preservation 
of that vanishing Eden, South 
Florida.” 


Individual Income Tax Reduction under the 
Revenue Act of 1948 


(Continued from page 13) 


active changes, for they are not 
only permitted but required in the 
case of consolidated returns of cor- 
porations.® Where a consolidated 
return is filed by an affiliated group 
a newly-acquired subsidiary is re- 
quired by the regulations to change 
its taxable year to conform to that 





5See Wells-Gardner & Co. v. Helvering, 95 
F. (2d) 125. 


of the parent company, and no 
prior permission is required. 


There is also some question as to 
whether, under existing regulations, 
a spouse who receives no business 
income or does not keep books will 
be allowed to adopt a fiscal year.® 


Code section 41; and Sec. 29.41-4, 
Reg. 111. 
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New Tax Law 


In accordance with the firm’s 
long-standing practice following the 
enactment of a major Revenue Act 
the current issue of the L. R. B. & 
M. JOURNAL is devoted to a discus- 
sion of the Revenue Act of 1948. 
That Act was another ‘quickie’ 
Act confined to the reduction of 
income taxes on taxpayers other 


than corporations, and elimination 
of the disparity which previously 
existed in the taxation of married 
couples residing in the common-law 
states as compared with residents 
of the community-property states. 
This equalization was extended to 
estate and gift taxes, as well as in- 
come taxes. 


The equalization of taxation of 
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married couples was long overdue 
and will have the effect of stopping 
the stampede of the states to adopt 
hasty community-property laws 
which so seriously affect property 
rights and create untold complexi- 
ties. Though only about 15 per 
cent of the tax reduction under the 
new Revenue Act is attributable to 
such equalization, it is that provi- 
sion for which Congress deserves 
the highest commendation. The re- 
duction in income tax rates and 
increase in exemptions at this par- 
ticular time must be greeted with 
more restrained enthusiasm. We 
can only hope that future budget 
requirements will not prove this 
tax reduction to have been pre- 
mature. 

It has been six years since we 
have had a general revision of the 
tax law and numerous inequities 
have developed affecting both cor- 
porations and individuals. Con- 
gress has already begun work on a 
new Act to remedy such inequities, 
and now that the “‘quickie” Act is 
out of the way it is hoped that the 
new Act, which will not involve any 
substantial loss of revenue, may be 
completed and passed this year. 


Gift by Mr. Lybrand 


Mr. Lybrand recently presented 
to St. John’s Church, Overbrook, 
Pennsylvania, a 6 x 12 foot painting 
of “Jesus by the Sea of Galilee.’’ 
The painting, by Ralph Pallen 
Coleman, was installed behind the 
pulpit in the Colonial-style chancel. 
Mr. Lybrand’s gift was in memory 
of his great-grandfather, George 
William Lybrand, founder and for 
many years a trustee of St. John’s, 
one of the oldest English-speaking 
Lutheran churches in America. 





Fiftieth Anniversary 
With the Firm 


On December 31, 1947, Mr. 
Joseph M. Pugh was the guest of 
honor at a luncheon given by the 
Philadelphia partners to celebrate 
his fifty years of association with 
the firm. The event was climaxed 
with the presentation of a television 
set to the guest of honor. 

Mr. Pugh has been associated 
with our firm since its founding on 
January 1, 1898. He became a part- 
ner in 1904, the first partner to be 
added to the original four members. 
We wish for him many more years 
of health and happiness. 


Gift Tax 
(Continued from page 26) 


year, the spouses would be required 


to consent that both gifts be con- 
sidered as made one-half by each in 
order to obtain the splitting privi- 


lege. Similarly, if the wife had 
made a gift, that also would have 
to be reported one-half by the 
husband. 
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Notes 


Philadelphia Office 


The current Year Book of the 
Pennsylvania Institute of C. P. A.’s 
shows that the Philadelphia office 
is quite active in the state and local 
accounting organizations. The fol- 
lowing are officers and committee 
members for 1948: 


Institute 
Member of Council—George A. Hewitt 


Committee Chaitrmen— 
Education—Harry C. Zug 
Cooperation with Other Professional 
Groups—James J. Mahon, Jr. 


Committee Members— 
Nominations—Carl H. Zipf 
Advisory Committee of Past Presidents— 
T. Edward Ross; Joseph M. Pugh 
Historical—T. Edward Ross 
Public Relations—Cyril P. Gamber 


Philadelphia Chapter 
Vice Chairman—James J. Mahon, Jr. 


Member of Executive Committee and Chairman 
of Committee on Study and Research— 
John L. Moneta 


Committee Members— 
Audit Procedure—Edward P. Mullen 
Appointments; Program—Harry C. Zug 
Membership—Harry W. Siefert 
Cooperation with Other Professional 

Groups—Glen O. Petty 

Meetings—Thomas P. Handwerk 
Revision of By-Laws—George A. Hewitt 
Taxation—James E. Gelbert 


In addition to professional so- 
ciety activities, George A. Hewitt is 
a Vice President of the N. A. C. A. 
James J. Mahon, Jr. is a Member 


of Advisory Board of the Pennsyl- 


vania Tax Institute and a Member. 


of Committee on Taxation of Penn- 
sylvania State Chamber of Com- 
merce. 

During the last few months, 
Mr. Mahon has given talks before 
the Harrisburg and Lancaster Chap- 
ters of the N. A. C. A.; at tax 
clinics and conferences held in 
Philadelphia, New York City and 
over Station WFIL; State C. P. A. 
Societies of Massachusetts and Wis- 
consin; and Tax Group Meetings of 
the Philadelphia Chapter of the 
Institute. Mr. Gelbert has ap- 
peared on panels before the Phila- 
delphia Chapter of the Institute, 
and the Philadelphia Tax Group 
Meetings. Mr. Gamber has spoken 
before the Lancaster Chapter of 
N. A. C. A. and Mr. Zug, as Chair- 
man of the Committee on Educa- 
tion of the Institute, has spoken 
before student groups in several 
colleges and universities located in 
and around Philadelphia. 


Again this year Mr. Frederick 
Martin was selected as Chairman 
of the Auditing Committee of the 
Community Chest for the recently 
completed 1947-1948 canvass. The 
officers of the Chest spoke highly of 
Mr. Martin’s efficient handling of 
this large task and of his efforts in 
securing many volunteer assistants 
from local business houses to help 
with the solicitation. Members of 
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our Philadelphia organization have 
played an important part in this 
work since its inception in 1931-32, 
Mr. Ross having been the first 
Accountants’ Chairman. 


New York Office 


Members of the firm and staff 
who have official positions and com- 
mittee appointments in the New 
York Society of C. P. A.’s for the 
current year are: 


Board of Directors—Prior Sinclair 


Internal Committee Chairmen— 
Budget and Finance—Prior Sinclair 
History—Harry O. Leete 
Legislation—Prior Sinclair 


Internal Committee Members— 
Administration of Accountants’ Prac- 
tice—Edward G. Carson 
Admissions—George H. Schneider 
Cooperation with Bankers—Norman J. 
Lenhart; Robert H. Montgomery 
Cooperation with the Bar—Prior Sinclair 
Cooperation with Credit Men—Walter 
R. Staub 
Employment—Raymond G. Ankers 
Furtherance of the Objects of the So- 
ciety—Edward G. Carson 
History—Robert H. Montgomery 
Membership—Raymond G. Ankers 
Natural Business Year—Christopher H. 
Knoll 
Publication—Raymond G. Ankers 
Public Information—Prior Sinclair 


The firm has representation as 
chairmen or members on special and 
technical committees in Mr. Sin- 
clair, Mr. Lenhart, Mr. Jennings, 





Mr. Richardson, Mr. Bischoff, Mr. 
Kassander, Mr. Rappaport, Mr. 
Campbell, Mr. Bell and Mr. Pa- 
velka. 

Mr. Richardson addressed the 
National Affairs Section of The 
Economic Club of Detroit on the 
Truman vs. the Knutson tax bills. 
He also participated in the Coun- 
terspy program over WABC on 
February 29 speaking on “Fly by 
Night” accountants who seem most 
numerous toward the Ides of 
March. 

Mr. Bardes spoke to the N. A. C. 
A. Chapter at Poughkeepsie, N. Y., 
on February 9 on “Current Tax 
Problems.” 

H. E. Bischoff, New York office, 
spoke at the March 2, 1948, meet- 
ing of Kiwanis, Orange, N. J., on 
“Items Frequently Overlooked 
When Preparing Federal Individual 
Income Tax Returns,” and on 
April 6, as one of a panel of the 
New York State Society of C.P.A.’s 
Committee on State Taxation, held 
at Engineering Auditorium, dis- 
cussed the topic ‘Optional Deduc- 
tion under New York State Per- 
sonal Income Tax Law.” 


The following members of our 
organization have been admitted to 
membership in the American Insti- 
tute of Accountants: 


Francis H. Lee, Boston 

C. J. McDowell, Jr., San Francisco 
John Rowson, San Francisco 
Joseph A. Young, New York 


Cities 

NEW YORK 4 

7 4 
PHILADELPHIA 2 
CHICAGO 4 . 
BOSTON 10. . 
BALTIMORE 2. . 
WASHINGTON 5. . 


PITTSBURGH 22... . 


DETROIT 26 
CLEVELAND 15 . 
CINCINNATI 2. . 
LOUISVILLE 2. . 
SAINT Louis 1 
ROCKFORD, ILL.. . 


ATEANTAS . «ws i 
Paras? .. «es 


HOUSTON 2... . 
SAN FRANCISCO 11 
Los ANGELES 13 


wmeATTIn IT ....as 


LONDON, ENGLAND 
PARIS 1, FRANCE .. . 





Lybrand, Ross Bros. & Montgomery 


Offices 


Addresses 


. Downtown, 90 Broad Street 
. Uptown, 1 East 44th Street 
. . Packard Building 
. 231 South LaSalle Street 
. 80 Federal Street 
. First National Bank Building 
. Investment Building 
. Oliver Building 
. Book Building 
. Midland Building 
. Carew Tower 
. Heyburn Building 
. 411 North Seventh Street 
. 321 West State Street 


Healey Building 
First National Bank Building 


. Shell Building 
. 2 Pine Street 
. 510 South Spring Street 


Skinner Building 


EUROPE 


. 3 St. James’s Square, S. W. 1 
. 39 Rue Cambon 




















